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Restoration 
and Recapture: 
The Auditor's Responsibility 
I N T H E FUTURE, the preparation of federal income tax 
returns for audit clients will require additional work to 
insure that transactions involving restoration of the invest-
ment credit and recapture of depreciation are properly 
reflected in the returns. Audit engagements in which the 
responsibility for the preparation of the federal income 
tax return has been retained by the client will require 
consideration of restoration and recapture because of the 
effect which the operation of these new rules will have on 
a client's tax liability. 
Although the tax department ultimately may have to be 
consulted regarding various possible applications of the 
rules, the audit staff will have responsibility for recogniz-
ing transactions which may be subject to restoration and 
recapture. Close client relationships of the audit staff will 
require a degree of familiarity with restoration and recap-
ture in order fully to understand the problems incident to 
significant acquisitions or disposals of operating assets 
which may be undertaken by clients. 
Restoration and recapture are required by Sections 47 
and 1245 of the Internal Revenue Code. Both sections 
were added to the Code by the Revenue Act of 1962. 
Section 47 provides for the restoration of an investment 
credit previously derived from the acquisition of property 
included within the definition of Section 38 property.1 
Restoration is required if Section 38 property is disposed 
of, ceases to be Section 38 property, or is converted to 
public utility property. Section 1245 provides for the re-
capture, as ordinary income, of depreciation taken after 
December 31, 1961, on property included within the 
definition of Section 1245 property.2 The recapture pro-
vision pertains only to dispositions occurring in years 
be ginning after December 31, 1962. 
Section 47 was enacted to complement the basic invest-
ment credit provision of the Code.3 The purpose of the 
Section is to prevent taxpayers from deriving multiple 
investment credits merely by turning over a fixed invest-
ment in Section 38 property.4 
The purpose of Section 1245 is to prevent the conver-
sion of ordinary income into capital gain upon the dispo-
sition of property in those instances in which depreciation 
has been taken at a faster rate than the actual decline in 
value of the property.5 This approach is clearly in conflict 
with the basic accounting concept of depreciation as a 
method of allocating the cost of property over its expected 
useful life without regard to its value. The enactment of 
Section 1245 was spurred by the advent of the liberalized 
depreciation rules0 which would have increased the 
amount of capital gain to be realized upon the sale of 
depreciable property and the investment credit incentive 
which was designed to encourage the acquisition of depre-
ciable property.7 
The principle of recapture expressed in Section 1245 is 
not unique in the Code. Section 1238, which was enacted 
as part of the Revenue Act of 1950, requires ordinary 
income treatment of amortization in excess of deprecia-
tion taken on an emergency facility which is subsequently 
recovered as gain on disposition of the facility. 
Restoration of the investment credit is required upon 
disposition or cessation of status as Section 38 property.8 
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However, restoration will be necessary only if the actual 
useful life of the property terminates before the end of the 
estimated useful life used in determining the amount of 
the credit. Tha t is, if a taxpayer who acquires Section 38 
property adopts an estimated useful life of four years in 
determining the amount of the investment credit and he 
later disposes of the property in the sixth year, restoration 
of the credit will not be required. The credit is not 
increased if the property is used for a period longer than 
its estimated useful life. 
With respect to Section 38 property held by partner-
ships, Subchapter S corporations, trusts, and estates, dis-
position includes a sale or exchange of a partnership 
interest, Subchapter S stock, or a beneficial interest in a 
trust or estate.9 A lease of Section 38 property will not 
require restoration of the investment credit by the lessor 
unless the lease arrangement is undertaken merely for the 
purpose of avoiding the application of Section 47 in a 
situation in which the lessor would ordinarily dispose of 
the property by sale or exchange.10 Termination of a 
bonafide lease with respect to which the lessor elected to 
treat the lessee as a purchaser of the property will consti-
tute a disposition unless the lessee acquires the property 
upon termination of the lease.11 
Simply stated, the amount of the investment credit to 
be restored is the difference between the credit computed 
by using the actual useful life of the property and that 
computed from the estimated useful life. 
Termination of useful life as Section 38 property will 
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most commonly occur upon a disposition of property. 
However, the loss of Section 38 characteristics by any 
property on which the investment credit has been taken 
also will invoke the restoration provision. 
Section 38 property 
Section 38 property13 does not lend itself to a simple 
definition. It includes tangible personal property (other 
than livestock) and real property (other than buildings 
and structural components) on which depreciation, or 
amortization in lieu of depreciation, is allowable. If it is 
real property, it also must be used as an integral part of 
manufacturing, production, or extraction, or of furnishing 
various utility services, or as a research or storage facility 
used in connection with any of these functions. Its useful 
life must be four years or more. During its useful life, it 
must be used predominantly in the United States, but not 
predominantly in furnishing non-transient lodging. In 
addition, it cannot be leased to a governmental unit and, 
if leased to or acquired by a tax-exempt organization, it 
will be treated as Section 38 property only if it is used 
predominantly in a trade or business which is subject to 
tax because it is unrelated to the tax-exempt purposes of 
the organization. 
Conversion to public utility property 
Conversion of Section 38 property to public utility 
property requires partial restoration of the original invest-
ment credit.14 In any year in which property is used pre-
dominantly in furnishing various utility services, an 
adjustment will be required.15 The reason for the reduc-
tion is that public utility property qualifies for only 3 /7 of 
the investment credit. The amount of the credit to be 
restored is the difference (between—and—) in the credit 
computed by reducing the investment in Section 38 prop-
erty to 3/7 for the remainder of the estimated useful life 
of the property after conversion.16a Restoration of the 
credit is permanent, subsequent use predominantly as 
nonpublic utility property is ignored.17 
Manner and year of restoration 
Restoration of the investment credit is accomplished by 
an increase in tax liability for the year of disposition, 
cessation, or conversion.18 Recomputation of tax for the 
year in which the credit was originally taken is unneces-
sary. To the extent a restored credit is reflected in an 
unused investment credit carry-over, such carry-over must 
be reduced accordingly.19 A reduction in a carry-over to 
any year which is attributable to a disposition, cessation, 
or conversion occurring in the same year is to be taken 
into account in determining the amount of carry-over to 
that year.20 A restored credit reflected in a carry-back 
which has been utilized in a prior year is treated as an 
increase in tax for the year of restoration rather than for 
the earlier year.21 Although overpayments of tax resulting 
from investment credit carry-backs will yield interest from 
the end of the year in which the carry-back arises,22 repay-
ment of the credit or credits which gave rise to the carry-
back occurs only in the year of restoration and is made 
without liability for interest.23 
Adjustment to basis in year of restoration 
In order to compensate for the basis of property giving 
rise to an investment credit being reduced in the year of 
acquisition by the amount of the credit, the basis of the 
property is increased in an equal amount in the year of 
restoration.24 The increase in basis occurs immediately 
before the event giving rise to restoration of the credit, 
thereby eliminating the necessity of recomputing depre-
ciation for prior years.25 The reduction in depreciation for 
these years which resulted from the lower basis of the 
property is offset by a correspondingly higher basis upon 
disposition. The higher basis thus reduces the amount of 
depreciation which is taxable as ordinary income under 
Section 1245. 
In the case of leased property, rental deductions taken 
in prior years will be reduced to reflect investment credits 
which the lessor has elected to pass through to the lessee. 
The amount of prior decreases in rental deductions will 
be deductible in the year of restoration. 
Legislation pending in Congress would retroactively 
revoke the requirement that the basis of property subject 
to the investment credit be reduced by the amount of the 
credit.25b Final enactment of this change would eliminate 
the adjustment to basis in the year of restoration. 
Exceptions to restoration 
There are only a few exceptions to the restoration rule, 
26 and for various reasons these have been held to a mini-
mum. The amount of the credit available to the taxpayer 
after restoration is no less than the credit which would 
have been available to him if the useful life of the property 
as Section 38 property had been estimated accurately.27 
Because the adjustment is made in the year of restoration, 
interest is not due from the taxpayer on the credit restored 
and, presumably, the credit is given up by the taxpayer 
without financial burden.28 In those instances in which 
the taxpayer immediately reinvests the proceeds of a dis-
position, he will be entitled to a new investment credit to 
replace the surrendered credit. 
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Transfers of property by reason of death are excluded 
from the operation of Section 47.29 All property held by a 
decedent at the time of his death is deemed, in effect, 
to be held by the decedent for the useful life originally 
estimated by him in computing outstanding investment 
credits.30 Death transfers include those made by way of 
survivorship in the case of a joint tenancy or tenancy by 
the entirety.31 
Transfers of property in transactions to which Section 
381(a) applies are also excepted.32 Briefly, these trans-
actions would include liquidations of controlled subsidi-
aries in which the basis of the subsidiary's assets carries 
over to the parent company and to ce rtain tax-free corpo-
rate reorganizations involving the acquisition of assets. 
Section 381(c) (23) complements the exception by pro-
viding that an acquiring corporation must recognize items 
required to be taken into account for purposes of the 
investment credit, including restoration of credits on 
acquired property subsequently disposed of by the acquir-
ing company. 
A mere change in the form of conducting a business 
will not result in restoration under Section 47.33 However, 
the exception applies only if three conditions are met: 
(1) the business in which the Section 38 property was 
used, as well as the property itself, is transferred;34 (2) 
the property is retained in the business after the transfer; 
and (3) the transferor retains a substantial interest in the 
business. A determination of whether or not a substantial 
interest has been retained must be made after the initial 
change in form of conducting the business and also after 
each disposition of a portion of the transferor's interest.35 
If the percentage of the transferor's interest in the business 
after a change in form remains exactly the same as his 
interest prior to the change, the transferor will be con-
sidered to have retained a substantial interest.36 
While this exception is stated in broad terms, its appli-
cation may be limited because of the requirement that the 
business in which the property is used must be transferred 
with the property. Also, retention of less than an identical 
percentage of ownership will create considerable uncer-
tainty as to whether or not a substantial interest has been 
retained. 
For example, if Messrs. Jones and Smith decide to 
engage in business together under corporate form, their 
retained interests in specific Section 38 property trans-
ferred by them to the corporation will always be less than 
their previous ownership. If they are equal shareholders, 
their retained interests in the property will be only 50%. 
In any event, as Jones and Smith each transfered Section 
38 property to the corporation, they may find it difficult 
to demonstrate that they each transferred an identifiable 
business in which the property was used. 
A further exception relates to dispositions attributable 
to casualty losses or thefts.37 Restoration of the investment 
credit is inapplicable in these instances if the property is 
replaced and the reduction in the basis of the replacement 
property, which is required under Section 46(c) (4 ) , is 
equal to or greater than the decrease in qualified invest-
ment in Section 38 property resulting from the casualty 
loss or theft. Section 46(c) (4) becomes operative if Sec-
tion 38 property is acquired to replace other property, 
including property which is not Section 38 property, and 
which is destroyed or damaged by casualty, or stolen. In 
this situation, the basis of the replacement property for 
purposes of computing the investment credit is to be 
reduced by the lesser of the adjusted basis of the property 
replaced or the insurance (or other compensation) re-
ceived. For example, assume that property which origi-
nally cost $90,000 is destroyed by fire and replaced with 
property purchased for $100,000. Assume that the portion 
of original cost of destroyed property which represented 
qualified investment in Section 38 property was $30,000; 
the adjusted basis after deductions for depreciation was 
$45,000; and the insurance received was $55,000. The 
reduction in the basis of the replacement property 
required by Section 46(c) (4) would be $45,000. As the 
reduction is greater than the $30,000 decrease in the qual-
ified investment in Section 38 property, restoration of the 
investment credit taken on the destroyed property would 
not be required. The overall effect of the two provisions 
is to require restoration of the credit only if both the 
adjusted basis of the property replaced and the insurance 
proceeds are less than the reduction in qualified invest-
ment in Section 38 property which was caused by the 
casualty loss or theft. Operating together, the two provi-
sions limit the application of the investment credit to the 
acquisition of Section 38 property which represents an 
additional investment by the taxpayer. 
Nature of restored credits 
Restored investment credits are treated as tax in the 
year of restoration for all purposes, except in applying the 
limitations imposed on the amount of the various allow-
able credits against tax which are measured by the amount 
of tax liability for the year.38 For example, the aggregate 
amount of investment credits restored in a year would not 
be considered as tax for purposes of applying the foreign 
tax credit or the basic $25,000 limitation on investment 
credits which may be taken in a year. 
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Effect of restoration on cost of used Section 38 property 
Dispositions resulting in the loss of the investment 
credit which are followed by reinvestment of the proceeds 
in used Section 38 property permit the taxpayer to claim 
a higher basis for the used property acquired in comput-
ing the investment credit.39 As a general rule, taxpayers 
who acquire used property either through trade-in or to 
replace property similar or related in service or use must 
reduce the basis of the replacement property by an 
amount equal to the adjusted basis of the property re-
placed.40 The rule applies whether or not the property 
replaced is Section 38 property. The reduction in basis is 
required in order to insure that the investment credit is 
obtained solely for new investment. However, if an invest-
ment credit applicable to the replaced property is restored 
by virtue of Section 47, the basis of the Section 38 property 
is determined in the traditional manner.41 
R E C A P T U R E U N D E R S E C T I O N 1245: 
Disposition defined 
The recapture of depreciation as ordinary income 
applies to dispositions of Section 1245 property in years 
beginning after December 31, 1962.42 Except for specific 
statutory exceptions, recapture applies to any disposition 
of Section 1245 property. However, the Senate Commit-
tee Report indicates that it does not include gain incident 
to a normal retirement from a multiple asset account.43 
A sale or exchange is not a prerequisite to the operation 
of Section 1245. If a sale or exchange is not present, the 
amount realized by a taxpayer is imputed from the fair 
market value of the property at the date of disposition.44 
Depreciation subject to recapture 
The maximum amount subject to recapture, or in other 
words, the Section 1245 potential, cannot exceed the gain 
on disposition of Section 1245 property.45 The gain is 
measured in the usual manner. I t is the difference between 
the amount realized, whether actual or imputed from fair 
market value, and the adjusted basis of the property.46 
The amount of recapture will be less the gain if the recom-
puted basis of the property is less than the amount real-
ized.47 Recomputed basis is nothing more than the adjusted 
basis of the property, increased by depreciation taken 
after December 31, 1961.4S Fortunately, Section 1245 
gain lends itself to a reasonably concise definition. It is the 
lesser of the gain realized on a disposition, or the sum of 
all depreciation deductions taken after December 31, 
1961. In the case of an actual sale or exchange, if the gain 
is greater than the prior depreciation, the excess will qual-
ify as gain from the sale or exchange of a capital asset or 
Section 1231 property. 
Recomputed basis, which determines the Section 1245 
potential, includes only depreciation (and amortization 
of emergency facilities) allowed as a deduction.49 Tax-
payers, however, must demonstrate that the amount of 
depreciation allowed them was less than the amount 
allowable.50 Depreciation is included in recomputed basis 
even though it did not produce tax benefit in an earlier 
year. Section 1245 makes no exception in this circum-
stance. Rather, it specifically provides that depreciation 
reflected in the adjusted basis of property must be in-
cluded in determining recomputed basis.51 A prior reduc-
tion in the basis of property which was required to reflect 
the investment credit is not treated as depreciation in 
arriving at recomputed basis.52 
Is the recapture provision limited to depreciation under 
Section 167 (which includes additional first-year depre-
ciation under Section 179).53 I t would appear that, for 
purposes of recapture, depreciation does not include 
amortization of leasehold improvements in those instances 
in which the useful life of the improvement is longer than 
the term of the lease. The Regulations under Section 167 
indicate that such amortization is in lieu of depreciation 
and deductible under Section 162 rather than under 
Section 167.54 
Section 1245 property 
The statutory definition of Section 1245 property is 
generally broader than that of Section 38 property.55 It 
includes property which is, or has been, property of a 
character subject to depreciation under Section 167. As 
previously noted, with depreciation limited to that pro-
vided for by Section 167, the definition of Section 1245 
property would not include leasehold improvements on 
which amortization in lieu of depreciation is taken. (This 
is, of course, in contrast to the definition of Section 38 
property which includes leasehold improvements subject 
to amortization.50) 
Section 1245 property encompasses intangible as well as 
tangible personal property. The same categories of real 
property which qualify as Section 38 property are 
included. With respect to such real property, recomputed 
basis includes only depreciation allowed while the prop-
erty was an integral part of (or research or storage facility 
used in connection with) the various qualifying activities 
in which the property must be employed. The relatively 
numerous limitations imposed on Section 38 property are 
not applicable in the case of Section 1245 property. The 
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requirements relating to continuous use as depreciable 
property, useful life, predominant use inside of the United 
States or in furnishing only transient lodging, and other 
limitations are not present. 
Exceptions to recapture 
Section 1245 generally does not operate in the context 
of certain transfers in which the transferor's basis for the 
property disposed of carries over either to the same prop-
erty in the hands of the transferee or to other Section 1245 
property received by the transferor.57 
The statutory exceptions include transfers of property 
incident to the following occurrences:58 
1. Gifts (other than charitable contributions). 
2. Death (except that gain realized on the disposition 
of Section 1245 property prior to death which con-
stitutes income in respect of a decedent is not 
included within the exception. It should be noted 
that the exception with respect to transfers of prop-
erty at death does not fit within the general rule 
which excludes transfers in which the transferee 
takes the property with a carry-over basis). 
3. Liquidation of a controlled subsidiary in which the 
basis of the subsidiary's assets carries over to the 
parent company (Section 332). 
4. Exchanges for stock or securities in a controlled 
subsidiary (Section 351). 
5. Corporate reorganizations involving transfers of 
assets (Section 361). 
6. Reorganizations pursuant to receivership and bank-
ruptcy proceedings (Section 371). 
7. Certain railroad reorganizations (Section 374). 
8. Exchanges for partnership interests (Section 721). 
9. Prorata distributions by a partnership to a partner 
(Section 731). 
10. Wholly or partially tax-free exchanges of like-kind 
business or investment property and involuntary 
conversions (Sections 1031 and 1033). 
11. Sales or exchanges to implement policies of the 
FCC or exchanges in obedience to SEC orders 
(Sections 1071 and 1081). 
Limitations imposed on exceptions to recapture 
Section 1245 gain will be recognized, however, in 
transactions included within the exceptions to the extent 
gain would be otherwise recognized without regard to 
the section/'9 For example, transfers of assets for stock 
and securities pursuant to a tax-free corporate reorganiz-
ation will result in taxable gain to the transferor corpora-
tion if it also receives, and retains, boot in exchange for 
its assets.60 Ordinary income would be recognized to the 
extent of such gain without regard to the exception for 
corporate reorganizations under Section 1245. 
Although included among the exceptions to the opera-
tion of Section 1245, like-kind exchanges under Section 
1031 and involuntary conversions under Section 1033 
will produce ordinary income if property other than Sec-
tion 1245 property is acquired. However, if the receipt of 
such property otherwise results in gain in the same trans-
action under Section 1031 as boot or under Section 1033 
as unreinvested compensation, it will not give rise to 
further gain. Similar treatment, in accordance with 
Treasury Department regulations, is provided for sales or 
exchanges made to effectuate policies of the FCC or 
exchanges made in obedience to SEC orders under Sec-
tions 1071 and 1081, respectively.62 The limitation im-
posed with respect to these exceptions is designed to 
prevent deferment of Section 1245 gain where there is no 
possibility of its recapture upon a later disposition of 
substituted property. 
Carry-over of Section 1245 potential 
In those instances in which the recognition of Section 
1245 potential is deferred under the various statutory 
exceptions the basis of property transferred (other than 
at death) carries over. As a result, the recomputed basis, 
or Section 1245 potential, of the transferred property also 
carries over to the same property in the hands of the 
transferee or to other Section 1245 property received by 
the transferor.63 
The basis of Section 1245 property distributed by a 
partnership to a partner carries over to the partner 
whether or not the basis of the property does in fact 
carry-over as a result of the distribution.61 As a result, the 
recomputed basis of the property also carries over to the 
partner.65 However, the ordinary income potential which 
carries over is limited to the Section 1245 gain which 
would have been realized if the partnership had sold the 
property at its fair market value immediately before the 
distribution.66 The carry-over of ordinary income poten-
tial to a partner includes depreciation taken by a partner 
prior to transferring the property to the partnership.67 
Consequently, a partner could receive a distribution of 
ordinary income-potential property attributable to an-
other partner who originally had contributed the prop-
erty to the partnership. 
Although transfers at death are included among the 
statutory exceptions, Section 1245 potential does not 
carry over with property transmitted at death inasmuch 
as the recipient takes the property with a stepped-up 
basis.68 
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An interesting situation is presented by a gift of Section 
1245 property made during a decedent's lifetime which 
also is included in his gross estate at death. If disposition 
by gift controls, the Section 1245 potential of the prop-
erty will carry over to the donee. On the other hand, if 
the transfer did not take place until death, a carry-over 
of such potential may be avoided under the exception for 
transfers at death. The more plausible result is that the 
disposition is a gift and that the ordinary income poten-
tial carries over with the property. 
Section 1245 potential which would otherwise carry 
over with property transferred by way of gift will be re-
duced by the amount of gift tax incurred by the donor. 
The basis of the property in the hands of the donee must 
be increased by the gift tax attributable to it (but not 
beyond the fair market value of the property at the date 
of gift.)69 As a result, the Section 1245 potential is corre-
spondingly reduced. If the gift tax rate of the donor is 
high, all or a substantial portion of the ordinary income 
potential may be dissipated by the increase in basis attrib-
utable to the gift tax. 
Creation of income under Section 1245 
Section 1245 treats as taxable events certain disposi-
tions which were previously tax free. Income is attributed 
to a transferor in those cases in which Section 1245 gain 
would escape taxation forever unless taxed upon disposi-
tion of the property to which it relates. The dispositions 
involved are those in which the transferee receives a new 
basis for the property as a result of a taxable transaction. 
Specifically, these situations are: 
1. Distributions of property by corporations as divi-
dends or in partial or complete liquidation.70 
2. Sales or exchanges of property by corporations 
within the provisions of Section 337.71 
3. Distributions of installment obligations by corpora-
tions under Section 334(b) (2) or Section 337.72 
Prior to the enactment of Section 1245, gain deferred 
under the installment method of accounting was not 
accelerated on distributions of installment obligations in 
liquidations under Section 334(b) (2) or 337. Under 
present law, this rule remains in effect to permit distribu-
tions of installment obligations in these liquidations with-
out acceleration of deferred gain, but only to the extent 
Section 1245 gain is not involved. 
The requirement that Section 1245 gain must be rec-
ognized on installment obligations distributed in a Sec-
tion 337 liquidation was adopted in recognition of the 
fact that a liquidating corporation is free to elect the 
installment method of reporting gain on the sale of its 
assets. In order to place it on an equal footing with a 
similarly situated corporation which does not elect this 
method and is, therefore, subject to tax on Section 1245 
gain realized on the sale of its assets, the deferred Section 
1245 gain represented by installment obligations distrib-
uted is accelerated at the time of liquidation to the 
extent of the fair market value of the obligations. 
Recapture of depreciation on partnership property 
Section 1245 potential attributable to partnership 
property is treated as an unrealized receivable.74 Thus, in 
a distribution to a retiring partner or a successor in inter-
est of a deceased partner;7 5 a sale or exchange of a part-
nership interest;76 or a distribution by a partnership to 
a partner of Section 1245 property which results in the 
partner giving up or receiving more than his prorata 
share of such property,77 amounts realized with respect 
to Section 1245 property are treated as ordinary income. 
A problem may arise in determining gain in a nonpro-
rata distribution of several items of Section 1245 prop-
erty because the properties distributed will not have 
identical amounts of ordinary income potential. How-
ever, the approach taken by existing regulations with 
respect to unrealized receivables is to allocate a portion 
of the gain on all of the partnership's unrealized receiv-
ables to those given up by either the partner or the 
partnership.79 Presumably, the same technique will be 
applied to Section 1245 property as it is included within 
the definition of unrealized receivables. 
Adjustment to basis for depreciation recaptured 
Section 1245 provides for adjustments to the basis of 
property, in accordance with Treasury Department regu-
lations, to reflect gain recognized under the section.80 
The adjustments contemplated are those necessary to 
prevent double taxation of the same Section 1245 gain. 
Adjustments will generally be required in those transac-
tions in which gain is recognized on the disposition of 
property and the basis of the property carries over either 
to the same property in the hands of the transferee or 
to other Section 1245 property received by the transferor. 
With the exception of property received by a partner 
in a nonprorata distribution, the adjustments are to be 
made by increasing the basis of the property received 
rather than by reducing the recomputed basis which car-
ries over intact.81 As a result, basis generally will be the 
same for all purposes. However, in those cases in which 
the basis of the property must be reduced (without re-
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gard to Section 1245) by the amount of cash received, 
as in like-kind exchanges under Section 1031 and invol-
untary conversions under Section 1033(a) (1 ) , the basis 
of the property for purposes of Section 1245 will be 
different from its basis for the other provisions of the 
Code. The difference in basis will exist to the extent that 
the cash received reflects gain recognized on the dispo-
sition. Thus, although Section 1245 gain will be recog-
nized to the extent of the cash received (thereby 
requiring an increase in basis), the reduction in basis 
which also is required for the cash received will eliminate 
the adjustment to basis for the Section 1245 gain recog-
nized. Unless the property is given a higher basis for 
Section 1245 purposes, the same Section 1245 gain may 
be taxed again on a subsequent disposition. 
The following illustrate transactions in which an ad-
justment to basis may be required in order to reflect 
recognized gain: 
1. Distributions of property by corporations to corpo-
rate distributees as dividends or in partial or complete 
liquidation. (An amendment to Section 301(d) specifi-
cally provides for an increase in the basis of property 
received by a corporate distributee equal to the Section 
1245 gain recognized.) 
2. Exchanges for stock or securities in a controlled 
subsidiary (Section 351). 
3. Corporate reorganizations involving transfers of 
assets (Section 361). 
4. Reorganizations pursuant to receivership and bank-
ruptcy proceedings (Section 371). 
5. Certain railroad reorganizations (Section 374). 
6. Partially tax-free exchanges of like-kind business 
or investment property and involuntary conversions (Sec-
tions 1031 and 1033). 
7. Sales or exchanges to effectuate policies of the FCC 
or exchanges in obedience to SEC orders (Sections 1071 
and 1081). 
The adjustment to basis for gain recognized in a 
nonprorata distribution by a partnership to a partner is 
accomplished by reducing the Section 1245 potential 
which carries over with the property received by the 
partner, rather than by the general technique of increas-
ing the adjusted basis of the property.82 This method is 
employed in recognition of the fact that, although the 
recomputed basis of property carries over in a nonpro-
rata distribution to a partner, the basis of the partner-
ship for the property does not carry over.83 The peculiar 
result of this refinement is that the ordinary income 
potential of property received by a partner in excess of 
his prorata share is reduced by the gain taxed to the 
partnership. A similar adjustment would not be required 
if the partner took less than his prorata share of Section 
1245 property, as the recomputed basis of the property 
would not carry over to the partnership. 
Charitable contributions 
Charitable contributions of Section 1245 property are 
accorded special treatment. The amount of any deduc-
tion for a charitable contribution of such property is 
reduced by the Section 1245 gain which would have 
resulted from a sale of the property at its fair market 
value at the time of the contribution.84 
Effect of recapture on percentage depletion 
The limitation of percentage depletion to 50% of the 
taxable income from depletable property has been modi-
fied to reflect the ordinary income treatment now ac-
corded recaptured depreciation.85 Section 613 has been 
amended to take into account the fact that depreciation 
recovered with respect to Section 1245 property used in 
working a mineral interest may have decreased taxable 
income in the year it was deducted, thereby reducing the 
limitation on percentage depletion. As modified, Section 
613 provides that expenses of mining reflected in taxable 
income for a year in which Section 1245 property is 
disposed of are to be reduced by the amount of deprecia-
tion recovered. The adjustment is to be made whether 
or not the recaptured depreciation resulted in a reduced 
deduction for percentage depletion in an earlier year. 
Scope of Section 1245 
Section 1245 specifically provides that it is to take 
precedence over all other provisions of the Code.86 Tha t 
is, it overrides any nonrecognition provision which is not 
specifically designated as an exception to its operation. 
In addition, it is not affected by any income-character-
izing provisions of the Code.87 Broad application of the 
section will require closer examination of transactions 
which traditionally have not resulted in income or in 
income taxable only as capital gain. 
L IBERALIZATION OF SALVAGE VALUE 
R E Q U I R E M E N T S AND O P T I O N A L DE-
C E L E R A T I O N O F D E P R E C I A T I O N : 
Accompanying and directly related to the passage of 
Section 1245, there are two changes dealing with depre-
ciation. For depreciable personal property (other than 
livestock) with a useful life of three years or more, sal-
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vage value up to 10% of basis may be ignored in deter-
mining depreciation.88 This change applies only to 
property acquired after October 16, 1962, and only to 
taxable years ending after that date. Real property in-
cluded within the definition of Section 1245 property is 
not encompassed by the liberalized salvage value rule. 
The second amendment will permit a taxpayer to 
change from any accelerated method of depreciation to 
the straight-line method, but only for the first taxable 
year beginning after December 31, 1962.89 The methods 
from which a taxpayer may change are not limited to 
200% declining balance and sum of the years-digits 
methods of depreciation. A taxpayer employing the 150% 
declining balance method of depreciation — or any other 
accelerated method — may change to the straight-line 
method of depreciation. 
The opportunity to change from accelerated deprecia-
tion methods may have special appeal to taxpayers who 
have adopted multiple asset accounting for depreciable 
property in conjunction with the guideline lives pub-
lished by the Treasury Department.90 Many taxpayers 
who have changed to multiple asset accounting have 
found that annual depreciation deductions were substan-
tially increased after the change, even in those cases in 
which the guideline lives generally were longer than the 
lives used earlier. The increase in depreciation could be 
assigned to the presence of a high percentage of fully 
depreciated assets in multiple asset accounts being depre-
ciated under the straight-line method. By switching 
multiple asset accounts presently on an accelerated 
method of depreciation to the straight-line method, fur-
ther increases in annual depreciation charges may be 
achieved. 
While this certainly was not the result intended by 
Congress in granting permission to change, it appears to 
be within the right of any taxpayer to secure this advan-
tage. Predictably, the Internal Revenue Service will 
closely scrutinize the mechanics of change. However, the 
possibility of lower tax rates in later years and the desir-
ability of emerging from the three-year grace period (in 
which the reserve ratio is considered to be met for all 
taxpayers) with as high a reserve ratio as possible, in 
order to facilitate the task of moving toward the appro-
priate reserve ratio range during the remainder of the 
guideline life adopted, would appear to be sufficient 
motives to risk the discomfiture of the Internal Revenue 
Service. (The reserve ratio problem may be aggravated, 
however, if asset additions and retirements in years 
following the grace period are inadequate to achieve 
annual decreases in the reserve ratio.) 
Under existing regulations, a change in method must 
be made with respect to all of the assets in a particular 
account.91 Thus taxpayers using multiple asset accounts 
rather than item accounts will be required to change 
their method of accounting for all assets in a particular 
multiple asset account. They will not be permitted to 
make the change only with respect to those account 
assets fully depreciated or approaching that status. 
IMPACT OF RECAPTURE ON REVENUE 
RULING 62-92: 
Revenue Ruling 62-92,92 which was adopted in re-
sponse to the favorable holding in the Cohn93 case, 
provides that depreciation in the year depreciable prop-
erty is sold cannot include any portion of the undepreci-
ated basis of the property at the beginning of the year 
which is recovered in the proceeds of the sale. If the 
proceeds are equal to or greater than the undepreciated 
basis of the property at the beginning of the year, no 
depreciation at all may be taken in the year of sale. In 
years beginning after December 31, 1962, Section 1245 
will make it unnecessary for the Internal Revenue Service 
to apply Revenue Ruling 62-92 in disallowing deprecia-
tion taken on Section 1245 property in the year of sale. 
M U T U A L I T Y OF SECTIONS 47 AND 1245: 
Instances in which the restoration and recapture rules 
operate in harmony are somewhat limited. The lack of 
uniformity is attributable, in part, to differences in the 
kinds of property covered and differences in the excep-
tions to operation of the rules. And the exceptions them-
selves cannot be applied unequivocally in every case. 
The exception which most frequently recurs under Sec-
tion 47 relates to transfers accompanied by continuity of 
business and ownership in the context of a mere change 
in form of doing business. As the exception contemplates 
a transfer of a business intact with a substantial interest 
therein retained by the transferor, the scope of the 
exception is difficult to predetermine without reference 
to a particular transaction. In the case of Section 1245, 
the exceptions to its operation are modified by the limi-
tation that ordinary income is always recognized in any 
transaction to the extent gain would be recognized with-
out regard to Section 1245. 
For the purposes of comparison, however, a broad 
analysis of the operation of the two sections is useful. 
Assuming that gain otherwise taxable in a particular 
transaction may be Section 1245 gain, the application of 
Sections 47 and 1245 to certain common transfers of 
assets is as follows: 
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CODE 
SECTION 
2501 
170 
2001 
61 
61 
301 
336 
336 
337 
APPLICATION 
OF 
47 
Yes 
Yes 
No 
No 
No 
Yes 
Yes 
Yes 
No 
Yes 
SECTION 
1245 
No 
Yes 
No 
No 
No 
No 
Yes 
Yes 
No 
Yes 
TRANSACTION 
Gifts 
Charitable contributions. (Section 1245 applies as a reduction in the amount 
deductible. Section 170(e)) 
Transfers by reason of death. (Section 1245 applies to the extent gain constitutes 
income in respect to a decedent. Section 1245(b) (2)) 
Leases of assets. (Assuming absence of a sham transaction to avoid application of 
the sections) 
Sales, exchanges, or other dispositions of corporate stock 
Sales, exchanges, or other dispositions of Subchapter S corporation stock . . . . 
Dividend distributions by a corporation 
Distributions in partial or complete liquidation of a corporation 
Liquidation of a controlled subsidiary. (Both sections would apply if the basis of 
the property distributed is determined under Section 334(b) (2)) 
Sales, exchanges, or other dispositions of corporate assets in a 12-month liqui-
dation 
Transfers in exchange for stock or securities of a controlled corporation. (Section 
47 would not apply to a'transfer accompanied by continuity of business and 
ownership. Section 47(b) ) 351 Yes No 
Transfers of assets in corporate reorganizations. (Section 47 would apply in a D 
reorganization in which the transferor does not transfer substantially all of its 
assets or is not completely liquidated. Sections 381(a) and 3 5 4 ( b ) ( 1 ) ( A ) 
and (B)) 361 No No 
Transfers of assets among affiliated corporations. (Section 1245 would not apply 
to a transfer made pursuant to Section 351. In addition, it should not apply to 
gain which is not recognized on transfers among affiliated corporations which 
have elected to file a consolidated return. Section 47 will not apply to a 
transfer during a consolidated return period if the investment credit arose 
during a year for which a consolidated return had been filed for the same 
group. Regulations Section 1.1502-51 (c) (2)) 61 Yes Yes 
Transfers in exchange for interests in a partnership. (Section 47 would not apply 
to a transfer accompanied by continuity of business and ownership. Section 
47 (b ) ) 721 Yes No 
Sales, exchanges, or other dispositions of partnership interests 741 Yes Yes 
Distributions by a partnership to a partner. (Section 47 would not apply to a 
distribution accompanied by continuity of business and ownership. Section 
4 7 ( b ) . Section 1245 would apply to a distribution which is not pro rata. 
Section 751(b) and (c)) 731 Yes No 
Wholly or partially tax-free exchanges of business or investment property. (Section 
1245 would apply to the extent of the fair market value of non-Section 1245 
property received in the exchange which is not otherwise reflected in recog-
nized gain. Section 1245(b) (4) (B)) 1031 Yes No 
Involuntary conversion. (Section 47 applies either to restore the investment credit 
or to reduce the basis of replacement property. Sections 46(c) (4) and 47(a) 
(4) . Section 1245 would apply to the extent of the fair market value of non-
Section 1245 property acquired as replacement property which is not otherwise 
reflected in recognized gain. Section 1245(b) (4) (B)) 1033 Yes No 
Sales, exchanges, or other dispositions of beneficial interests in a trust or estate . . . 61 Yes No 
I N F L U E N C E OF R E S T O R A T I O N AND 
R E C O V E R Y P R O V I S I O N S O N BUSINESS 
A C Q U I S I T I O N S AND D I S P O S I T I O N S : 
The restoration and recapture provisions may have a 
pronounced effect on the shape of future business acqui-
sitions and dispositions. Advantages once enjoyed by 
sellers and purchasers may be altered or even eliminated. 
In particular, the interests of sellers and purchasers of 
corporate stock or assets will become more difficult than 
ever to reconcile. Because of Sections 47 and 1245, the 
shareholders of a corporation will find it advantageous 
to sell their stock rather than to arrange for a sale of 
corporate assets followed by a complete liquidation of 
the corporation under Section 337. Except for share-
holders of Subchapter S corporations, a sale of stock will 
not result in restoration or recapture. On the other hand, 
a sale of corporate assets under Section 337 will invoke, 
in many cases, restoration and recapture with respect to 
a substantial portion of the corporation's operating assets. 
Further, Section 1245 gains in a Section 337 liquidation 
cannot be offset against unrecognized losses on the sale 
of other property which may have an adjusted basis in 
excess of its fair market value. 
Purchasers seeking assets will prefer direct asset acqui-
sitions rather than a purchase of stock in order to avoid 
the operation of the restoration and recapture provisions 
in the case of a Section 334(b) (2) liquidation. A pur-
chaser of assets also will be entitled to the investment 
credit (to the extent of the $50,000 limitation on used 
property) with respect to Section 38 property which may 
be acquired. 
Even if a seller can be persuaded to sell assets, there 
will be further conflict of interest in allocating the pur-
chase price to Section 1245 property. In the past, the 
interests of a seller and a purchaser in regard to alloca-
tion were generally compatible because of the seller's 
ability to obtain capital gain treatment on the sale of 
depreciable property under Section 1231. 
A further subject for negotiation between seller and 
purchaser will be the desirability of a taxable versus a 
nontaxable asset acquisition. Presumably, purchasers will 
choose to avoid acquiring property with Section 1245 
potential in a nontaxable acquisition whenever possible. 
In any event, it seems likely that future informed pur-
chasers will bargain for an adjustment in the purchase 
price whenever they must assume the burden of restora-
tion or recapture. 
The effect of recapture in a Section 337 liquidation 
may be minimized, or at least postponed, if the selling 
corporation elects the installment method of reporting 
gain on the sale of Section 1245 property. Section 1245 
gain would be accelerated, of course, upon distribution to 
the shareholders of the installment obligations received 
by the corporation. Acceleration would occur to the 
extent the fair market value of the obligations was in 
excess of the corporation's basis for the obligations. How-
ever, if the fair market value was depressed at the date 
of distribution because of the credit status of the pur-
chaser or other unfavorable circumstances, the ordinary 
income to be recognized by the corporation would be 
correspondingly reduced. The shareholders, on the other 
hand, would be faced with receipt of ordinary income 
if the obligations subsequently were paid in full. 
A partner disposing of his interest in a partnership 
always will be confronted with the possibility of subse-
quent challenge by the Internal Revenue Service as to 
the fair market value which he has determined for his 
allocable share of Section 1245 property held by the 
partnership. As any Section 1245 gain (based on its fair 
market value at the date of disposition) attributable to 
the partner is treated as an unrealized receivable, a with-
drawing partner will undergo a period of uncertainty as 
to the nature of all or part of his gain until the statutory 
period of limitations has expired. In those instances in 
which a partnership is to be terminated, it may be prefer-
able to dispose of substantially appreciated Section 1245 
property prior to termination. This course of action 
would eliminate the problems of establishing and defend-
ing the fair market value of the property at the date of 
termination. 
CHARITABLE C O N T R I B U T I O N S U N D E R T H E 
R E S T O R A T I O N AND R E C O V E R Y R U L E S : 
A contribution of depreciable property to a charitable 
organization is a disposition for purposes of Sections 47 
and 1245. Applied in concert, these sections may elimi-
nate the tax benefit of charitable giving and even result 
in tax liability for the donor. If the charitable contribu-
tion is a premature disposition of Section 38 property, it 
will increase the donor's tax liability by all or a portion 
of the original investment credit. If the tax benefit arising 
from the deduction for the charitable contribution (after 
the deduction has been reduced by the amount of any 
Section 1245 gain recognized) is less than the amount of 
the investment credit restored, the donor actually will 
have increased his taxes through his gift to charity. 
This unfortunate circumstance would most likely occur 
in the case of a bargain sale of depreciable property to a 
charitable organization in which the contribution element 
is minimized. The possibility that the donor will incur tax 
on making a charitable contribution will be stronger if 
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acce le ra ted deprec ia t ion has been t a k e n a n d if t h e con-
t r ibu t ion of p r o p e r t y is m a d e p r io r to four years f rom the 
d a t e of acquis i t ion by t h e dono r , t h e r e b y resul t ing in t h e 
m a x i m u m a m o u n t of res tora t ion a n d r e c a p t u r e . 
J I R C Sec. 48 (a ) , ( b ) , a n d (c) . 
2 IRC Sec. 1245(a ) (3 ) . 
3 IRC Sec. 38. 
4 S. Rep. No. 1881, 87th Cong., 2d Sess. 18. 
5 S. Rep. No. 1881, 87th Cong., 2d Sess. 95. 
6 Rev. Proc. 62-21, 1962-2 Cum. Bui. 418. 
7 S. Rep. No. 1881, 87th Cong., 2d Sess. 95. 
8 IRC Sec. 4 7 ( a ) ( 1 ) . 
9 S. Rep. No. 1881, 87th Cong., 2d Sess. 149. 
10 Ibid. 
11 Ibid. 
12 IRC Sec. 4 7 ( a ) ( 1 ) . 
" I R C Sec. 48 (a ) , (b) , and (c) . 
" I R C Sec. 4 7 ( a ) ( 2 ) . 
15 S. Rep. No. 1881, 87th Cong., 2d Sess. 149. 
16 IRC Sec. 4 6 ( c ) ( 3 ) . 
16a S. Rep. No. 1881, 87th Cong., 2d Sess. 18. 
17 S. Rep. No. 1881, 87th Cong.^ 2d Sess. 150. 
18 IRC Sec. 4 7 ( a ) ( 1 ) and (2) . 
19 IRC Sec. 4 7 ( a ) ( 3 ) . 
20 S. Rep. No. 1881, 87th Cong., 2d Sess. 153. 
21 S. Rep. No. 1881, 87th Cong., 2d Sess. 151 (Example) 
" I R C Sees. 6601 and 6611(f ) (2) . 
23 S. Rep. No. 1881, 87th Cong., 2d Sess. 18, 151 (Example). 
24 IRC Sec. 4 8 ( g ) ( 2 ) . 
25 Ibid. 
25,1 Revenue Act of 1963. 
26 IRC Sec. 4 7 ( b ) . 
27 S. Rep. No. 1881, 87th Cong., 2d Sess. 18. 
28 Ibid. 
29 IRC Sec. 4 7 ( b ) ( 1 ) . 
30 S. Rep. No. 1881, 87th Cong., 2d Sess. 152. 
31 Ibid. 
32 IRC Sec. 4 7 ( b ) ( 2 ) . 
33 IRC Sec. 47 (b ) . 
34 S. Rep. No. 1881, 87th Cong., 2d Sess. 152. 
35 Ibid. 
36 Ibid. 
37 IRC Sec. 4 7 ( a ) ( 4 ) . 
38 IRC Sec. 47(c) and S. Rep. No. 1881, 87th Cong., 2d Sess. 
153. 
39 IRC Sec. 4 8 ( c ) ( 3 ) ( B ) . 
40 Ibid. 
41 Ibid. 
" I R C Sec. 1245(a) (1) . 
43 S. Rep. No. 1881, 87th Cong., 2d Sess. 281. 
44 IRC Sec. 1245(a ) (1 ) . 
45 Ibid. 
46 Ibid. 
47 Ibid. 
48 IRC Sec. 1245(a) (2) . 
49 Ibid. 
50 Ibid. 
51 Ibid. 
52 S. Rep. No. 1881, 87th Cong., 2d Sess. 97. 
53 IRC Sec. 1245(a) (2) . 
54 Reg. Sec. 1.167(a)-4. 
55 IRC Sec. 1245(a) (3) . 
56 IRC Sec. 4 8 ( a ) ( 1 ) . 
57 S. Rep. No. 1881, 87th Cong., 2d Sess. 282, 283. 
58 IRC Sec. 1245(b). 
59 IRC Sec. 1245(b) (3) , (4) , and (5) . 
60 IRC Sec. 3 6 1 ( b ) ( 1 ) ( B ) . 
61 IRC Sec. 1245(4) (B). 
62 IRC Sec. 1245(b)(5) . 
63 IRC Sec. 1245(a) (2) . 
64 IRC Sec. 1245 (b ) (6 ) (A) . 
65 S. Rep. No. 1881, 87th Cong., 2d Sess. 284. 
661RC Sec. 1245(b) (6) ( B ) ( i ) . 
67 S. Rep. No. 1881, 87th Cong., 2d Sess. 99. 
68 IRC Sec. 1014(a). 
69 IRC Sec. 1015(d). 
70 IRC Sec. 1245(a) (1) . 
71 Ibid. 
72 IRC Sec. 453(d) (4) (A) and (B). 
73 Ibid. 
74 IRC Sec. 751(c). 
75 IRC Sec. 736. 
76 IRC Sec. 741. 
" I R C Sees. 731 and 751(b) . 
78 Deleted. 
79 Reg. Sec. 1.751-l(g) Example ( 3 ) ( e ) ( l ) and Example (4) 
( e ) ( 1 ) . 
80 IRC Sec. 1245(c). 
81 S. Rep. No. 1881, 87th Cong., 2d Sess. 285. 
82 IRC Sec. 1245(b) (6) (B) ( i i ) . 
83 Reg. Sec. 1.751-1 (g) Example (3) ( d ) ( 2 ) . 
84 IRC Sec. 170(e). 
85 IRC Sec. 613(a) . 
86 IRC Sec. 1245(d). 
87 S. Rep. No. 1881, 87th Cong., 2d Sess. 285. 
88 IRC Sec. 167(f). 
89 IRC Sec. 167(e ) (2 ) . 
90 Rev. Proc. 62-21, 1962-2 Cum. Bui. 418. 
91 Reg. Sec. 1.167 (e)- l (a) and (b) . 
92 1962-1 Cum. Bui. 29. 
93 259 F.2d 371. 
i , 4IRC Sec. 4 5 3 ( d ) ( 4 ) ( B ) . 
95 Rev. Rul. 58-402, 1958-2 Cum. Bui. 15. 
D E C E M B E R , 1 9 6 3 35 
